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THE PRIVATE ANNUITY INESTATE PLANNINGAN EXAMPLE
By

MILTON

E.

MEYER, JR.

Milton E. Meyer, Jr. received his B.S.
degree in Business Administration from
Washington University in 1943. He was
graduated from St. Louis University
School of Law with the LL.B. degree
in 1950, and was admitted to practice
in Missouri that year. Post-graduate
work led to the LL.M. degree in Taxation from New York University School
of Law in 1953. After practicing law in
St. Louis, Missouri, he came to Denver
in early 1956 and since has been a
member of the Denver firm Hindry &
Meyer. Mr. Meyer is a member of the
Colorado, Denver and American Bar
Associations, is Secretary of the Tax
Section of the Colorado Bar Association, and was the organizer and first
chairman of the Greater Denver Tax
Counsel Association. This article is
based on a talk given before the latter
group.
A father transfers property to his sons in exchange for their promises
to pay him $10,000 a year for life. This transaction has been described
variously as a "private," "non-commercial" or "intra-family" annuity.
Writers in the field of taxation and estate planning have had much
to say in recent years about the advantages and disadvantages of using
this type of arrangement as an estate planning device.' Nevertheless, it
has not been until as recently as about three years ago that any one could
speak with any degree of authority about certain important aspects of
this arrangement; heretofore this inability to predict the tax results with
relative certainty had given tax men cause for grave doubts about the
efficacy of the use of the private annuity. The occasion for the removal
of this uncertainty (if, indeed, reliance upon the published view of the
Commissioner can truly be said to dispel uncertainty) is a 1955 Revenue
Ruling2 which makes a comprehensive (and, the author feels, conscientious) effort to answer previously unanswered questions in this area.
As a result of this ruling, the author feels that the private annuity
device can now be used with a considerable degree of safety and advant1 Andro, Non-Commercial Annuities-Income Tax Consequences to the Transferor
Who Exchanges Property in Return for an Annuity, 9 Tax L. Rev. 85 (1953); Burks,
Private Annuities, 1952 Tax Institute, U. of So. Calif. School of Law 225; Casey, How
to Use Intra-Family Annuities, Proceedings of N.Y.U. Eighth Ann. Institute on Fed.
Tax. 1109 (1949); Davey, Property Exchanged for a Promise to Pay an AnnuityTransferee Problems, 33 Taxes 494 (1955); De Caron, Non-Commcrcial Annuities and
and Estate Taxes, 9 Tax L. Rev. 61 (1953); Galvin, Income Tax
the Federal Gift
Consequences of Agreements Involving Non-Commercial Annuities, 29 Texas L. Rev.
469 (1951); Gordon, Tax Effects of Contingent, Installment and Annuity Sales, 10 J.
Am. Soc'y C.L.U. 342 (1956); Lowry, The Income Tax and Purchases of Property by
Non-Commercial Annuity Agreements, 9 Tax L. Rev. 191 (1954); Meyer, Transfer of
Property for an Annuity-Tax Position of the Transferee, 31 Taxes 645 (1953); Smith,
Shifting Income Within the Family Group, 30 Taxes 995 (1952); Note, Taxing Deferred
Return upon Transfer of a Capital Asset, 63 Rarv. L. Rev. 853 (1950).
2 Rev. Rul. 55-119, I.R.B. 1955-10, as amended in T.R.B. 1955-26.
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age, provided, however, one restricts the use of this device to factual
circumstances that fall within a relatively narrow pattern. This pattern
can be illustrated by the somewhat idealistic example hereinafter set out.
The reader will, however, very likely have encountered real-life situations not too foreign from that of the example.
Before proceeding to the illustration of the use of the private annuity, a bit of background concerning this device might be of interest.
The one descriptive comment that might safely be made of the evolution
of the use and understanding of the private annuity is that confusion has
tended to triumph at all stages. The reason for the existence of this
basic confusion (for which the courts can claim most of the credit) is
not hard to understand, as we shall see. However, it cannot be said that
this confused state has been an unmixed evil - the potentially rather
fabulous tax and estate planning advantages that apparently flow from
the use of the private annuity in a proper case' (and which now appear
to bear the registered seal of approval of the Treasury Department') are
essentially the product of this confusion.
Consider the following situations:
(A) Father transmits $100,000 to XYZ insurance company for its
promise to pay him, at his particular age, $10,000 per year for life.
(B)
Father transfers property valued at $100,000 to his children
for their promise to pay him or his estate $100,000 at the rate of $10,000
per year for ten years.
(C)
Father transfers property valued at $100,000 to his children
for their promise to pay him $10,000 per year for life (and father has
a ten-year life expectancy).
In (A) above we rather clearly have an annuity transaction; in (B)
we just as clearly have a purchase and sale, with payment for the property
sold to be made in installments. In (C) we have elements of both an
annuity transaction and a purchase and sale, with neither concept particularly dominant. It is this non-susceptibility to precise classification
that has produced the underlying confusion in attempts to deal with the
private annuity.'
A court confronted with a legal issue involving the tax aspects of
a private annuity will normally be called upon to view judicially just
one side of the transaction - that of the annultant-seiler or that of the
obligor-purchaser. For some reason courts dealing with the first side of
tne transaction have, almost without exception, found little difficulty
in classifying the transaction as an annuity." Those courts dealing with
the other side of the transaction have, almost as consistently, found the
transaction to be more like a purchase and sale of assets. 7 The Board
of Tax Appeals had the rare opportunity ol examining, in two separate
3 As illustrated by example herein.
4 Rev. Rul. 239, Cum. Bull. 1953-2, 5 . This ruling is under the 1939 Code. However, there is no reason to doubt that the ruling is equally applicable under the 1954
Code, after allowing for necessary modification by § 72.
5 See very comprehensive discussion in Steinbach-Kresge Co. v. Sturgess, 33 F.
Supp. 897 (D.N.J. 1940).
6 Commissioner v. Kann's Estate, 174 F.2d 357 (3d Cir. 1949); Ware v. Commissioner, 159 F.2d 542 (5th Cir. 1947); Hill's Estate v. Maloney, 58 F. Suno. 164 (D.N.J.
1945); Bella Hommel, 7 T.C. 992 (1946); Maud Gillespie, 43 B.T.A. 399 (1941); Frank
C. Deering, 40 B.T.A. 984 (1939); J. Dorsie Lloyd, 33 B.T.A. 903 (1936); Florence L.
Klein, 6 B.T.A. 617 (1927).
7 F. A. Gillespie & Sons Co. v. Commissioner, 154 F.2d 913 (10th Cir. 1946); Scott
v. Commissioner, 29 F.2d 472 (7th Cir. 1928); Mastin v. Commissioner, 28 F.2d 748 (8th
Cir. 1928); Steinbach-Kresge Co. v. Sturgess, 33 F. Supp. 897 (D.N.J. 1940); D. Bruce
Forrester, 4 T.C. 907 (1947): Edwin M. Klein, 31 B.T.A. 910 (1934).
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cases,' both sides of the same private annuity transaction; and, consistent
in its inconsistency, found the arrangement to be both an annuity and
a purchase and sale of assets, depending on which party's eyes the transaction was viewed through.
Some lawyers and judges, however, having found no comfort in
attributing schizophrenic characteristics to the private annuity arrangement, have attempted, in various articles9 and at least one opinion1 "
on the subject, to view the entire transaction as a symmetrical whole.
This has given rise to two schools of thought, so to speak - the "annuity
venture" school and the "capital expenditure" school. All of this exercise
in dialectics would have been less necessary, probably, if courts had had
opportunities to answer more of the problems which can arise, tax-wise,
to the obligor-purchaser in a private annuity transaction. Because not
more than the most elementary problems were presented for judicial
review on that side of the transaction," large problems remained unanswered, and the theorists had to speculate as to those answers, with the
adherents of the two schools of thought going their separate ways. We
shall have a word more to say on this in a moment.
As previously indicated, almost complete unanimity was reached
by the courts in ascribing the characteristics of an annuity to the annuitant-seller's side of the transaction. All payments received by him were
considered taxable to him as annuities (reflecting both an interest
element and a return of capital) . However, while the payments constituted a true annuity, the courts considered that the promises to pay
the annuity, being made by a promisor which was "not a sound insurance
company," had no fair market value.'12 As a result, no matter how large
the appreciation in value of the property transferred, the transferor
escaped immediate recognition of the inherent capital gain. Not only
was this gain deferred until after cost basis had been recovered out of
the "return of capital" portion of each annuity payment, but if recognized
at all (premature death would eliminate the recognition of gain in
whole or in part) it was recognized over a period of years at presumably
lower effective tax rates. These quite favorable judicial results have
been expressly conceded by the Commissioner in a 1953 Revenue Ruling. " Furthermore, if the values on both sides of the transaction are
approximately equal, no taxable gift results (and consequently, no gift
in contemplation of death) , and yet the estate of the annuitant is immediately reduced by the amount of the property transferred.
The only thing that dampened the ardor of estate planners with
respect to the widespread use of the private annuity device was the
ulncertainty of the tax results confronting the transferee. What was his
basis for gain or loss if he disposed of the property prior to the annuitant's death? What was his basis for depreciation? The disciples of the
"annuity venture" theory had answers to these questions but saw the
impact of large gain, probably taxable at ordinary income rates, upon
the premature death of the annuitant." The adherents to the "capital
s Compare Edwin M. Klein, supra note 7, with Florence L. Klein,
(1927).
9 See note 1 supra.
10 Steinbach-Kresge Co. v. Sturgess, 33 F. Supp. 897 (D.N.J. 1940).

11See, e.g., D. Bruce Forrester, 4 T.C. 907 (1947).

6 B.T.A. 617

12 Commissioner v. Kann's Estate. 174 F.2d 357 (3d Cir. 1949); Hill's Estate v.
Maloney, 58 F. Supp. 164 (D.N.J. 1945); Bella Hommel, 7 T.C. 992 (1946); Frank C.
Deering, 40 B.T.A. 984 (1939); J. Dorsie Lloyd. 33 B.T.A. 903 (1936).
13 Rev. Rul. 239, Cum. Bull. 1953-2, 53.
14 Note in particular the earlier articles cited at footnote 1.
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expenditure" sect saw no problem stemming from premature death,
rather they saw the benefit of a bargain purchase. But they tended to
throw up their hands in the face of "insurmountable" basis problems. 5
The American Law Institute attempted to provide answers in this
area by drafting legislation in the late 1940's and early 1950's. The present author was among others who sought in a series of articles to chart
a course through this uncertain sea confronting the transferee.'"
In the House draft of the Internal Revenue Code of 1954,7 an effort
was made to deal comprehensively with these as well as other aspects of
the private annuity. The measure was deleted at the insistence of the
Senate, and hence the code left unaffected the prior case law and its
attendant uncertainties. However, the Commissioner himself rose to
the occasion in 1955 by publishing the ruling previously alluded to,"
which appears to answer in an eminently fair way, straddling both the
classic approaches to the transferee's problems, the hitherto unanswered
questions surrounding the transferee's tax status. Inasmuch as the ruling
is so very comprehensive, it is possible that the legislative branch will
not, for some time at least, attempt to disturb it."
It is the existence of this ruling, apparently unknown to some writers
and tax services," which prompts the author to consider the private
annuity as a most helpful estate planning device, if the estate planner
will be careful to use it only where the facts clearly warrant it. With this
preface, let us follow through a hypothetical fact situation and observe
the apparent, although over-simplified," tax results.
EXAMPLE OF IDEAL USE OF NON-COMMERCIAL ANNUITY
I. Factual Background:
(A) Mr. B, a widower aged 80, has the following estate:
Item

Value

Basis

Yield

$24,000
$-------------------------600,000
Securities:
30,000
Apartment Bldg. #1: -----------300,000
10,000
100,000
$50,000
Apartment Bldg. #2: ...........
$64,000
(B)
(C)

(D)
II.

$15,000
$----------Mr. B's normal annual spending requirements:
He has two adult sons, W & F, each married with two
children. Approximate annual income of each is
$15,000 (including income from property previously
given them by Mr. B).
Mr. B is willing to give an additional $100,000 to
his sons.

Mr. B's Tax Situation under the Present Set-up:

(A)
(B)
(C)
15
16
17
:s
19

Annual Income Tax (assuming double exemption
$35,724
and standard deduction) :.....................................
$28,276
Net spendable income: ..........Potential Federal Estate Tax (allowing $40,000 in
$----------------288,700
estate ded u ction s) :

See, e.g., Burks, supra note 1, at 225 et seq.

Meyer, supra note 1; Davey, supra note 1.

§ 1241 of H.R. 8300.
Rev. Rul. 55-119, I.R.B. 1955-10, as amended in

I.R.B. 1955-26.

It is of interest that the subject of private annuities has apparently not been
included in the long list of tax items examined and to be examined for possible revision by the Mills sub-committee of the House Ways and Means Committee of the
present Congress.
20See, e.g., Casey, Estate Plans, Life Insurance and Annuities 37-38 (Inst. Bus.
Planning).
21 For example, the impact of state gift and inheritance taxes is ignored.
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(B)
(C)
(D)

V.

Year
1956
1957
1958
1959
1960
1961
1962
1963
1964

DICTA

Results of Gift of $100,000 cash:
(A)

IV.

1958

Mr. B sells apt. bldg. #2, incurring a capital gains
tax of $12,500. He must make this amount up from
other funds to give $100,000 in cash.
Gift tax on $94,000 taxable gift at attained bracket
of 21% (exemption used up on prior gift) : ------------$19,700
$10,000 (taxed at 75-78%) eliminated from Mr. B's
income. Net spendable income reduced to:
- $25,830
Potential estate tax saving by reason of gift: -------------$37,000
(There is real danger that much of this potential
saving may be lost by reason of gift in contemplation
of death) . At best this savings exceeds combined income tax and gift tax cost of the transaction by less
than $5,000.

Results of Gift of Apartment Bldg. #2:
(A)
Same as (Ill) above except capital gains tax of
$12,500 not incurred.
(B)
Real savings (absent gift in contemplation of death)
effected by gift, approximately:
$17,000
(C) Sons each pick up $5,000 additional income, taxed
in 34% bracket.
(D)
Sons acquire a combined tax basis in the gift property of $50,000.
Results of Use of Private Annuity:
(A) Apartment bldg. #2 "sold" to sons jointly for the
promise of each to pay Mr. B an annuity for life of
$7,550 (total of $15,100 annually) . (Payments keyed
to what commercial annuity writers would pay on
no-refund basis for $100,000 consideration).
(B)
Income Tax results to Mr. B ($15,100 taxable as annuity under section 72 (Reg. 1.72-2 (A) (1) ; on 7.5
yrs. expectancy, $13,333 excluded annually from
gross income; $50,000 capital gain inherent in transaction given deferred treatment under Rev. Rul. 239,
I.R.B. 1953-23, and cases cited therein, as modified
by 1954 code):
Ordinary
Long Term
Payment
Income
Capital Gain Tax Free
$15,100
$1767
None
$13,333
15,100
1767
None
13,333
15,100
1767
None
13,333
15,100
1767
3,333
10,000
15,100
1767
13,333
None
15,100
1767
13,333
None
15,100
1767
13,333
None
15,100
1767
6,667
6,666
and thereafter:
15,100
1767
None
13,333
(C)
Mr. B's net spendable income increases from $28,176 to $39,
605 for the first three years, is reduced to a low of $36,272
over the next five years, then returns to $39,605.

SA[HS-LAWLOR. CORPORATIOn SEALS- ALPInE 5-3422
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(E)
(F)
(G)

(H)
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Potential estate tax savings of $37,000 are secured with no
chance of diminution by reason of gift in contemplation of
death.2
No gift tax is paid.
Potential capital gain of $50,000 is deferred and possibly
avoided in whole or in part.
Effect on the sons:
(1) Before the annuity arrangement each son had spendable annual income of $12,384.
(2) After the annuity arrangement income increases to
$20,000 for each, but spendable income, after taxes and
annuity payment, drops to $8,326.
(3) Mr. B can afford to give $3,000 each year to each son
and $1,000 each year to each daughter-in-law out of the
$8,000 additional spendable income he secures under
the annuity arrangement, thus restoring each son's
spendable income to the original $12,000-plus level.
(4) Sons now have present joint ownership of an asset worth
$100,000 which can be freely disposed of.
(5) If Mr. B dies prematurely, the sons have made a bargain
purchase which will be reflected in marked increases in
their spendable incomes, by reason of termination of the
annuity obligation. If the father survives his life expectancy, the sons are no worse off income wise and are
building a higher tax basis in the property.
By reason of assured spendable income of $15,000, which is
sufficient for his normal needs, Mr. B can embark on a systematic program of annual gifts to his grandchildren, thereby
preventing his estate from increasing by reason of retained
income. If his needs exceed $15,000, he can meet them by
suspending or reducing his gift program.

23
Tax Position of Sons with Respect to Private Annuity.
(A)
No deduction is allowed for annuity payments made.
Their combined original basis for depreciation in the apart(B)
ment building is $72,304 before adjustment for non-depreciable portion and salvage (actuarial value of their promises
as determined by Table I, U. S. Treas. Reg. 108, section
86.19 (j) .14 Because of required use of 3/2% tables, unadjusted for sex of the annuitant, a discrepancy exists between
Mr. B's $100,000 "investment in the contract" and "the value
of the prospective payments" made by the sons. Note further
that their initial depreciable basis is still substantially higher
than would be so on the assumed facts had a gift been made.
(1) This basis figure is subject to a later downward adjustment at the annuitant's death if he dies before expiration of his anticipated life expectancy.

22 So long as the value of the promise to pay the annuity approximates the value
of the property transferred, no taxable gift results. See De Carion, supra note 1, at
64. An excess of value transferred over value of annuity promises will result in a
partial gift. Rev. Rul. 55-119, T.R.B. 1955-10, as amended in I.R.B. 1955-26. As in all
matters of legitimate tax avoidance, one should not push his facts or his luck too far.
23 Their position would be governed by Rev. Rul. 55-119, I.R.B. 1955-10.
24 Although examples in Rev. Rul. 55-119 would indicate use of a 2%% table, a
subsequent statement appearing in I.R.B. 1955-26 makes it clear the Commissioner's
V%
tables are to be used.
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(2)

(C)
(D)

Basis is subject to a later upward adjustment to reflect
each payment made after total payments exceed the
original tentative basis.
The combined basis for gain or loss on a disposition after
death of the annuitant is an amount equal to the total of payments made, adjusted for depreciation.
The combined basis for gain or loss on a disposition prior to
death of the annuitant:
(1) Basis for gain is the total of payments made to date, adjusted for depreciation, plus the value of prospective
payments remaining according to the Commissioner's
31,% tables. Basis for loss is the total of payments made
to date, adjusted for depreciation. It is possible for
neither gain nor loss to arise at the time of disposition.
(2) Secondary gain or loss may arise from subsequent events:
Any payments in excess of tentative basis used at the
time of disposition are losses in the year paid. If the
annuitant dies prior to the time total payments made
equal the tentative basis, the difference between tentative basis and the total amount paid is gain in the year
of the annuitant's death.25
(3) If neither gain nor loss is recognized at the time of disposition, subsequent events will determine the time and
amount of eventual gain or loss (gain, if any, in the
year of the annuitant's death, is measured by the differ-

Prudence would suggest that the obligors hold in reserve some of the sales
proceeds received against possible second gain resulting from premature death of
the annuitant.
25
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ence between selling price and total payments, adjusted
for depreciation.26 Losses, if any, begin in the year total
payments, adjusted for depreciation, exceed selling
price).
(4) All gains or losses, whenever incurred, are capital or
ordinary depending on the nature of the property holding.
It is to be noted that, in the above example, Mr. B has retained no
security interest in the property, but must look to the mere promises of
his sons, and their respective estates should they or either of them predecease him, to make the agreed payments to him. Indeed, it is this
very "uncertainty" of payment which gives rise to the non-recognition
of gain to the annuitant at the time of the transfer. 27 Hence, it is thought
essential that security arrangements be held to an absolute minimum
in the private annuity transaction." Also, it is important that the payment received by the annuitant not approximate too closely the anticipated income from the property transferred. Otherwise, there is danger
that the transaction may fail estate tax wise on the theory of a reserved
life estate or a transfer
intended to take effect in possession or enjoyment
29
at or after. death.
It has been contended that the same favorable tax results, including the non-recognition of gain at the time of the transaction, will accrue
to the transferor-annuitant where the transferee-obligor is a family corporation."0 This may be true but the present author knows of no case
squarely so holding. While a number of the cases cited in this article
involved private annuities where the obligor was a corporation, 31 the
court in no instance was called upon to decide whether the annuitant
escapes immediate gain on the transaction. The cases where gain expressly has not been recognized to the annuitant at the time of the transaction 32 all dealt with individual obligors. Language common to several
of the opinions in these instances is that the obligor is "not a sound
insurance company" regulated as to assets, and so forth, and the favorable tax result was held to obtain even where the obligor was an indisputably wealth man.3 2 Whether this result can be safely assumed where
the obligor is an indisputably wealthy family corporation (even though
"not a sound insurance company") is perhaps open to question. It should
be noted that Revenue Ruling 23934 deals with an individual obligor.
However, despite the foregoing suggested limitations in the use of
the device, the author restates his belief that the average attorney who
devotes some part of his practice to tax and estate planning will, if he is
vigilant, find occasional opportunities to give serious consideration to
the private annuity. In so doing, he may be able to secure for his clients
substantial tax and other advantages not otherwise obtainable.
26 See note 24 supra.
27 Cases cited note 12 supra.
28 It has been suggested that the transferees can provide funds for the payment
of their annuity obligations after their deaths by life insurance on their own lives.
payable to their estates or to trusts set up for the purpose. See Gordon, supra note 1.
2 Estate of Cornelia B. Schwartz, 9 T.C. 229 (1947); Estate of Pamelia D. Holland.
1 T.C. 564 (1943).
30 See Cleary and Anthoine, How Tax Factors Affect Estate Planning, P-H Tax
Ideas, 1 6001.5 (3) (1954); Wren, H-ow to Handle Annuities under the 1954 Code, P-H
Tax Ideas, II 6012.2 (1)
(1957).
31 E.g., F. A. Gillespie & Sons, Co. v. Commissioner, 154 F.2d 913 (10th Cir. 1946);
Steinbach-Kresge Co. v. Sturgess, 33 F. Supp. 897 (D.N.J. 1940); Maud Gillespie, 43
B.T.A. 399 (1941). See also Commissioner v. John C. Moore Corp., 15 B.T.A. 1140 (1929).
32 See note 12 supra.
33 J. Dorsie Lloyd, 33 B.T.A. 903 (1936).

34 See note 4 supra.

